Office of Chief Counsel
Internal Revenue Service

memorandum
CC:W:DEN:TL-N-7379-98
MSHeroux
date:
to: Linda Novak, Manager International Group E:2:15

from: District Counsel, Denver

subject: |

Your office has requested advice regarding intellectual property rights transferred

ISSUES

1. What intellectual property did ("the taxpayer") acquire in
Il rom its parent corporation, Does the intellectual

property have value in What affect does this property have on the transfer price
for| old by -to the taxpayer during the fiscal year ending

2. What is the tax affect of the consideration of S| JJllbzid by the taxpayer
for the intellectual property?

CONCLUSIONS

1. in J the taxpayer acquired intellectual property rights refating to the use
and sale of the
North and South America and, for the purposes of such use and sale, the right to
manufacture in and (subject to approval) in North and South America.

The rights acquired included subsequent developments made by the
I - . I

not include subsequent developments made by [l The rights acquired by the
taxpayer have significant value in [l as the dsold in [l
substantially the same product as that which was sold in [ The tax affect of owning
these property rights is to reduce the transfer price otherwise charged to the taxpayer
by il Based on the transfer pricing report, we cannot determine
whether adequate value is attributed to the taxpayer's intellectual property.
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2. Payments for intellectual property rights relating to the _are
hUnited States Income Tax Treaty

royaity payments under Article f the
which are subject to withhoiding under I.R.C. § 1442.

FACTS

The was initially developed by the
and the T I
a

consists of the A programming
device, the Is a related piece of equipment used by

0 individually program the patient's |||} s directed to a very
specific market, the namely children and adults for whom|Jil§
are of little or no value.
On and the Fexecuted a License
Agreement wi , ("Il where at Clause 2.1:

Bl and the I < cby grant tofihe exclusive right and authority

and license to the know-how and licensed patents described in the annexed
Schedule 'A' (including utility models, patents of addition, and patents of
importation, and patents of confirmation corresponding to said licensed patents
and to any and all continuing and divisional applications and extensions and
reissues thereof and any foreign equivalents thereof) to manufacture in

nd subject to Clause 2.3 outside |JJJlilland to use and sell in
all countries of the world.

The Licens eement provided that subsequent developments made by [llor the
ﬂwou!d be included within the scope of the license. In consideration for
the license, lMagreed to pay royalties to[Jilland the [ <= -

percent of the royalty base (roughly net sales price to unrelated third-parties) for the first
I nits sold and thereafter[Jffoercent on each unit sold.

. This agreement substitutes for[Jl] as licensee
under the original agreement, and adds patents apparently
owned b to the license. See and compare Schedules A attached to the License
Agreement and the Deed of Novation.

On

an Assi eed (effective _ was
executed by - theﬂ and -s subsidiary, the taxpayer, wherein

certain rights were assigned by JJJj to the taxpayer. The rights in the original License
Agreement, as well as additional rights toiintellectual property owned by Illas |
of the date of the assignment, were transferred to the taxpayer to the extent that these

a Deed of Novation was executed b‘-, the
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rights relate to the use and sale of |Jfjn North and South America and, for the
purposes of such use and sale, the right to manufacture Illllin Il =nd (subject
to the s consent) in North and South America. See clause 1.1 of the
Assignment Deed. The Assignment Deed did not include intellectual property
"subsequent development” language similar to that included in the original License
Agreement. In consideration for the assignment of rights, the taxpayer agreed to pay
the fair market value of the rights as calculated byﬁ$_u.8.
dollars). The taxpayer borrowed the SR rom and repaid the loan by i}

The taxpayer amortized the S ver a ten year period based on the remaining
life of the assigned patents, reducing gross income by $ n each year.

Due to |llls inability to obtain approval from|nd the to
manufacture [ilffoutside of a Manufacturing Sublicense Deed was executed
by the same parties on the same day with the same effective date. In the Sublicense
Deed, [l acknowledged the taxpayer's ownership oflllMlintellectual property to the
extent that the intellectual property rights relate to the use and sale of in North
and South America and the manufacture of IIIIin nd in North and South
America. The sublicense grants [l the right to manufacture [JJJJi§» for use
and sale by the taxpayer in North and South America. Il did not pay any
consideration for the right to manufacture i JIllllfor use and sale in North
and South America. The sublicense further states that each item forming part of the

sold bylllllto the taxpayer shall be sold at the price or prices

periodically determined by|jjfend the taxpayer.
Bl commissioned
issu

to value the rights assigned to the
taxpayer. ed its valuation on ﬁ The valuation

acknowledges that the taxpayer owns the intellectual property for use and sale of
ﬁin North and South America and the manufacturing rights for such use

and sale. The report further states that based on the Sublicense Deed, cts as a
contract manufacturer for production of for the taxpayer; and that i
should receive a price of cost plus [Ji}+ for its contract manufacturing efforts. The
method used to value the transferred intellectual property was the royalty savings
approach. Sales projections were made from|[JJill to $iin ﬁ
escalating to SN~ . anc then a royalty savings rate was applied to
these sales. The resulting figure was then subject to a discount rate, a risk-free rate, a
market risk premium, an industry risk factor, and several other factors to arrive at the
fair market value of the assigned rights. Based on its calculations, || [ EGTGTNTGTGTGNGNNG
determined that the value of the assigned rights was $ ||| Gz

From Illhrough the lllfiscal year the price charged to the taxpayer for the
was cost plusiilifo. The [+ royalty payable under the original License
Agreement was also passed on to the taxpayer. During the Jiifiscal year, the




amount charged by to its Japanese subsidiary for [ was cost pius [Jiks: and
the amount charged b to its European subsidiary was resale price Iess.%.

tax authorities. As a result, the taxpayer contracted with to
conduct a transfer pricing study to determine an appropriate transfer price for

sold tolll's subsidiaries. The I <port finds faults with the
report:

It arpears that the transaction between Il and the taxpayer was questioned by

1) Il not a contract manufacturer in that it performs significant R&D which
expenses are not passed on to the taxpayer, and therefore JJJlishould receive
more than cost plus |5 for its efforts;

2) I - tion of intellectual property rights was based on

projected sales which far exceeded actual sales. Using actual sales figures
reduces the required annual return on the taxpayer's intellectual property
investment from $ to SEE (Note that for purposes of this advice,

actual sales figures are available only for FYJJJl} and these appear to be in the
amount of I o5 versus projected sales of
$ .S. dollars];

3) The calculation of the arm's length return on the taxpayer's investment should
be based on a investment rather than $ , since $
was paid by the taxpayer for tax benefits (amortization of the intellectual

property).

In fact, most product development is performed by llllin [N here R&D
costs are deductible at a -% rate. A small portion of research and development is
conducted and paid for by the taxpayer. This includes activities associated with FDA
clinical trials, and maintaining a watching brief in the R&D area to monitor significant
developments in the U.S_From lllthrough Il Il and the taxpayer spent
*and I R&D, respectively. Each party bears its own R&D
costs; does not receive payments from its subsidiaries for its R&D expenses. It
appears that most patents registered since- including those for U.S. and other
countries, are registered in ﬁ's name._Only one patent developed since [Jiis
registered in the taxpayer's name. Theﬁreport, however, repeatediy
states that the product soid in [Jlilis substantially the same as that which was sold in
Il and the taxpayer are responsible for defending the intellectual pro erty in
their respective ma anufacturing operations are performed byHin
i TheM‘s then distributed world-wide through [lllsubsidiaries

located in the U.S., Europe, and Japan.




The |- o1t concluded ¢

hat an adjustment to the transfer price
would be necessary to account for R&D costs,ﬂs calculation of the
annual return on intellectual property based on sales projections that were never
reached, anddos failure to unt for the $ ax savings
payment included in the S paid to ﬁ then computed the
transfer price starting with the determination that based on a CPM analysis, Jils
subsidiaries should earn operating margins of ¢ of sales which is comparable to
similarly situated independent distributing companies. The calculation purportedly
makes a provision for the taxpayer to receive a return on its intellectual property
investment which is reduced from $|llllller year allegedly determined by [l

I to SEE o< yoar. This reduction is caused by using actual sales
rather than projected sales, and an intellectual property investment amount of Sl

I ather than However, this computation is not detailed, and a review
of the report does not support a determination of an annual return of
In order to reduce the taxpayer’s operating margin from [l to i+ and

to compensate the taxpayer for its intellectual property rights, the price charged the
taxpayer for || rcauired a ¢ upward adjustment. The taxpayer's cost
of goods sold reported on the[lillreturn was therefore increased by SN

The Examination Team submits that while subsequent product development is
attributable to Il the taxpayer has stated that the actual unit sold in [[Jlls the same
unit that was available in . In fact, the INEEEEEE approval of the "
I - (2uded by lllas the first true advance in
technology in more than a decade. The Examination Team submits that subsequent
product development was included in the assignment of rights for which the taxpayer
paid S An arm's length agreement for the transfer of intellectual property
would include subsequent development. They state that the conduct of the parties
supports his argument. incurred significant R&D expenses but did not pursue
payment from the taxpayer because the Sl 2yment included payment for
subsequent research performed by} If the transfer did not include subsequent
product development, Jllllwould have charged these costs to the taxpayer during
years prior tolllll Since the actual unit sold in [l is substantially the same as the
unit soid in [l no transfer price adjustment is necessary in FYJil}

Alternatively, the Examination Team acknowledges that the $-ayment
may not be commensurate with the income attributable to the transferred intellectual
property. They agree that an upward transfer price adjustment is warranted, but the
warranted adjustment is less than the 5 alleged by the taxpayer. They submit that
the comparable profits method should not be used here as the [lllltransfer of rights
transferred valuable intellectual property to the taxpayer. Furthermore, the

eport does not provide detail on the chosen comparable independent
distributors; it does not detail the computation resulting in a reduction of the taxpayer's
annual return on intellectual property from S|l SEI and it does not detail
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the affect on the taxpayer's annual return on intellectual property on the transfer price.

Without this information, the IRS cannot agree to the proposed % increase to the
transfer price.

Finally, the Examination Team contends that the S|llllco!ar payment is a
royaity payment under Article [fjof the I United States Income Tax Treaty,
and is subject to withholding under |.R.C. § 1442.

ANALYSIS

Intellectual Property and Transfer Pricing

Internal Revenue Code section 482 states:

In any case of two or more organizations, trades, or businesses (whether or not
incorporated, whether or not organized in the United States, and whether or not
affiliated) owned or controlled directly or indirectly by the same interests, the
Secretary may distribute, apportion, or aliocate gross income, deductions,
credits, or allowances between or among such organizations, trades, or
businesses, if he determines that such distribution, apportionment, or allocation
is necessary in order to prevent evasion of taxes or clearly to reflect the income
of any of such organizations, trades, or businesses.

Treasury Regulation § 1.482-4 provides methods to determine taxable income in
connection with a transfer of intangible property. Section 1.482-4(a) states:

The arm’s length amount charged in a controlled transfer of intangible property
must be determined under one of the four methods listed in this paragraph (a). . .
The available methods are--

(1) The comparable uncontrolled transaction method:

(2) The comparable profits method,

(3) The profit split method; and

(4) Unspecified methods described in paragraph (d) of this section.

Regulation § 1.482-4(f) provides special rules for transfers of intangible property.
Specifically, §1.482-4(f)(3)(ii) provides rules to identify the owner of an intangible.

Subsection (A) states:

The legal owner of a right to exploit a legally protected intangible ordinarily will be
considered the owner for purposes of this section. Legal ownership may be




acquired by operation of law or by contract under which the legal owner transfers
all or part of its rights to another.

Subsection (B) states:

In the case of intangible property that is not legally protected, the developer of
the intangible will be considered the owner. . . . Ordinarily, the developer is the
controlled taxpayer that bore the largest portion of the direct and indirect costs of
developing the intangible, including the provision, without adequate compensa-
tion, of property or services likely to contribute substantially to developing the
intangible.

Under the doctrine of indivisibility, a contract conveying the exclusive right to
make, use and vend an invention in the United States or within a specified area
constitutes an assignment of the patent, and any transfer short of that is not an
assignment but a license. Dairy Queen of Qklahoma v. Commissioner, 250 F.2d 503,
506 (10" Cir. 1957). See also Waterman v. Mackenzie, 138 U.S. 252, 11 S.Ct. 334, 34
L.Ed. 923 (1891); Watson v. United States, 222 F.2d 689 (10" Cir. 1955); Taylor-

Winfield Corporation v. Commissioner, 57 T.C. 205 (1971).

Regulation 1.482-5 describes the comparable profits method. The comparable
profits method evaluates whether the amount charged in a controlled transaction is
arm's length based on objective measures of profitability (profit level indicators) derived
from uncontrolled taxpayers that engage in similar business activities under similar
circumstances. Section 1.482-5(a)(b)(2) states that:

For purposes of this section, the tested party will be the participant in the
controlled transaction whose operating profit attributable to the controlled
transaction can be verified using the most reliable data and requiring the fewest
and most reliable adjustments, and for which reliable data regarding uncontrolied
comparables can be located. Consequently, in most cases the tested party will
be the least complex of the controlled taxpayers and will not own valuable
intangible property or unique assets that distinguish it from potential uncontrolled
comparables.

Regulation 1.482-1(c)(1) states that the transfer pricing result must be
determined under the method that provides the most reliable measure of an arm's
length result.

In the present case, we conclude, and the taxpayer agrees, that the
Assignment Deed transferred intellectual property rights relating to the use and sale of
iin North and South America and, for the purpose of such use and sale, the right to
manufacturel I in I 2nd (subject to approval) in North and South America.
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See the Waterman v. Mackenzie line of cases. Under the terms of the agreements the
only intellectual property rights transferred to the taxpayer were those developed as of

the date of the assignment, | =< the only subseguent development
righWr were those made by the ﬁand

the

However, since the product sold in {llllwas essentially the same product
manufactured in [l we conclude that for purposes of transfer pricing for FY[Jl the
taxpayer is the owner of the intellectual property used to manufacture JJiliifor use and
sale in North and South America. From the facts before us, however, we cannot
determine whether the proposed transfer price is acceptable. We recognize that
should be compensated for its unreimbursed R&D efforts, and that the value
established by [N io: the transferred intellectual property may have to be
reduced to bring the valuation in-line with actual sales. We do not agree that ./o is
the proper operating margin for the taxpayer, as unlike s other subsidiaries, the
taxpayer owns the intellectual property used in the manufacture of )| We do not
agree that the valuation of the intellectual property should be based on a SN
purchase price rather than S|l 't is possibie that the allowed return on the
taxpayer's investment in intellectual property might compensate for deficiencies caused
by using an inappropriate operating margin or incorrectly reducing the sales price of the
intellectual property. But this cannot be determined without more detail on the
comparables used, the calculation of the taxpayer's return on intellectual property
investment, and the impact of that calculation on the proposed transfer price. We do
conclude that the tax effect of compensating for subsequent product development
and adjusting the value of the intellectual property so that it is consistent with actual
sales, is to increase the transfer price charged by -to the taxpayer. The tax effect of
the taxpayer owning the intellectual property used in manufacturing [l so'd in
F is a lesser increase in the transfer price charged by-to the taxpayer.

With respect to the taxpayer’s use of the comparable profits method, Treas. Reg.
§ 1.482-5 does not prohibit the use of the comparable profits method where the tested
party owns valuable intangible property. This method can be used if like comparables
can be found; however, the value of intellectual property transferred to the taxpayer in
must receive consideration in arriving at a transfer price. Without details on the

comparables used b in its report, we cannot comment on whether the
CPM used by is acceptable.

Royalty

Payments for intellectual property rights made by the taxpayer are royaity
payments under Article [JJjof the iUnited States Income Tax Treaty which
are subject to withholding under [.R.C. § 1442. [These royalty payments do not include




the originalllf% royalty included in the price charged by lllto the taxpayer.] Article
iof the treaty defines royalties, in part, to mean:

[Playments or credits of any kind to the extent to which they are consideration for
the use of or the right to use any: (i) copyright, patent, design or model, plan,
secret formula or process, trademark or other like propenrty or right; and (ii)
industrial, commercial or scientific equipment.

Article [t the treaty includes as royalties:

[Playments or credits of any kind to the extent to which they are consideration
for: (i) the supply of scientific, technical, industrial or commercial knowledge or
information owned by any person; and (i) the supply of any assistance of an
ancillary and subsidiary nature furnished as a means of enabling the application
or enjoyment of knowiedge or information referred to in sub-paragraph (b)(i) or of
any other property or right to which this Article applies.

Since the consideration paid by the taxpayer to [l was, in part, for the right to use
property covered under the treaty, the amounts paid for the right to use this property
represent royalties subject to withholding under LR.C. § 1442.

If you have any questions regarding this memorandum, please contact Mark S.
Heroux at (303) 844-2214 ext. 225.

MARTIN B. KAYE
District Counsel

By:

JERRY L. LEONARD
Assistant District Counsel

Attachments:
Examination Field Service Advice Request with Exhibits
Exhibit A; roup Structure
Exhibit B: License Agreement and Deed of Novation
Exhibit C: Assignment Deed

Exhibit D: aluation
Transfer Pricing Report

Manufacturing Sublicense Deed




